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ESSENTIALS OF A SOUND POLICY AS TO THE 

INVESTOR 

WILLIAM L. RANSOM, 

Former Counsel for the New York Public Service Commission for 
the First District 

OTHER speakers have presented a wealth of statistical in- 
formation concerning the railroad problem and the rela- 
tion of the investor to it. On no other public occasion 
outside the hearings of the Congressional Committees have the 
facts of the matter been so comprehensively and clearly brought 
together. Perhaps the most helpful thing I can undertake at this 
juncture will be to try to formulate some of the fundamental 
principles which must be taken into account in all efforts to reach 
a solution of the present problem. 

The future of railways, privately owned and operated under 
thorough public regulation, depends in large part on the ability of 
such a regime to command the confidence of the investing public. 
New capital must be had in larger quantities for new construc- 
tion and refinancing. The future of the railways is thus deeply 
involved in the broader and more basic problem of the status of 
regulated industry in the United States. The operating experience 
of the railroads during the years immediately preceding the war 
establishes that more than half a billion dollars of new capital 
will be needed annually by the American railroads. For a number 
of years immediately ahead, especially in view of the present 
price level, the necessary new capital is more likely to exceed than 
to fall below a billion dollars per year. The railways must keep 
pace with the life and needs of the public they serve; they must 
grow or stagnate; growth means new capital; and new capital 
depends on conditions of investment. You can compel a man to 
pay in taxes the deficits incurred in railway operation or even 
the principal and interest of loans from the public treasury for 
new capital for railway and public utility enterprises, but you can- 
not compel him to invest his money in an enterprise compelled 
to do business under conditions which arouse his distrust and 
destroy his confidence. 

In the industrial world recent events have emphasized the fun- 
damental American principle that in conflicts between employees 
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and employers in basic industries, the rights and interests of the 
public are paramount to those of contestants on either side. The 
right of the great public to be adequately and continuously served 
is put in the first place. In the field of railway and public-utility 
service, likewise, there has lately been at work a sharp crystalli- 
zation of opinion to similar effect — a recognition that above and 
beyond all efforts to capitalize the social unrest and force a change 
of ownership, the essential thing is that these vital facilities shall 
function to maximum efficiency and that injustice shall not be 
done to those whose abilities have perfected these enterprises and 
whose monies are serving the public through them. 

We have had in the United States nearly ten years of deliber- 
ate, well-planned warfare to intimidate investors from furnishing 
the needed new capital for railway and other public-service 
projects. In some instances, this crusade has been the by-product 
of a narrow but zealous view of public rights as to franchise- 
holding companies ; in other cases, it has been the work of men 
who believed that manifestations of extreme hostility to the own- 
ers of these enterprises would be so popular as to lead naturally 
to political preferment. In many instances, however, the cam- 
paign of terrorism and affrightment of investors has been inspired 
by those who realized that if private funds would not furnish the 
requisite capital for new construction and new financing, the 
treasury of the government will of necessity be resorted to, and 
that the most effective step towards governmental acquisition 
of all basic utilities would be to force existing properties into the 
bankruptcy court or upon the bargain counter. 

In the debates which have taken place in the National Congress, 
and in much of the more recent discussion as to the plight of 
utilities in our states and cities, there has been discernible what 
may be termed a new realization of the relationship of the in- 
vestor to the whole problem of public service. If we are to avoid 
and withstand the wholesale socialization of the railway, light, 
heat, power and traction enterprises of the country, conditions 
must be restored which will attract private capital freely, normally 
and adequately, under proper safeguards and guarantees, again 
into this important field. Investors and the general public may 
well grasp the situation and join hands in dealing with it. The 
insidious campaign which has made private capital unwilling to 
risk further outlays in the railway and public utility field has had 
consciously for its objective the compelling of resort to govern- 
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mental funds instead, and the clubbing of the present owners into 
willingness to sell outright on a bargain basis. In what I am say- 
ing in this regard, I am in no way discussing the merits of the 
suggestions from time to time made in American cities that a 
particular utility or utilities, according to the conditions, might 
be advantageously acquired by the municipality on a basis award- 
ing just compensation to the investors. That is a business ques- 
tion, to be answered in each community according to its local 
conditions. Public ownership on such a basis may be wise or 
unwise, but in either event it has no such sinister aspect as the 
agitation to which I now refer. 

In any program of effort to restore conditions under which pri- 
vate capital will again flow naturally and adequately into railway 
and public utility enterprises, there are, I think, certain funda- 
mentals of policy, which may be briefly stated and commented 
upon as follows: 

( 1 ) A recognition and enforcement by public authority of the 
corporate right to earn such a rate of return as will meet operat- 
ing expenses, enable the system as a whole to be kept in first- 
class condition, and attract new capital into the enterprise as 
needed. 

In fixing the rates to be charged by a railway or other public 
service company, the effect upon the willingness of capital to 
finance needed new construction is too often lost sight of, in the 
effort to keep rates as low as possible. A rate which meets oper- 
ating expenses and yields a return barely beyond the borders of 
confiscation, may not be adequate for the life of the enterprise. If 
the conditions of investment in railways and other public utilities 
are kept too irksome and hazardous, the cost of new capital be- 
comes too high, and this in turn adds heavily to the costs of 
operation. The public inflicts harm and expense on itself by 
failing to deal justly with the investor. 

At the present time, private capital may embark in unregulated 
industries with less risks and fewer embarrassments and earn a 
larger rate of return than may ever be countenanced in public 
service enterprises. It is no accident that the security issues of 
concerns selling candy, automobile tires, and talking-machines, 
or running "chain stores," have become more popular on the 
Exchanges than the best of our railroad and public utility issues. 
New stock of a railroad corporation could hardly be sold at all. 
To attract private capital into the public service field at all, it 
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is necessary, first of all, to eliminate or reduce some of the 
hazards, along lines I shall later mention ; but it may also be neces- 
sary to revise some of the earlier concepts of what constitutes a 
fair and adequate rate of return for public service enterprises. 

In computing a fair rate of return on investments in this field, 
an unfounded analogy is too commonly drawn with the statutes 
regulating the rates of legal interest in the several states, and the 
conclusion is reached that a rate of return on public utility invest- 
ment is, perforce, adequate if it approximates the figure at which 
interest on certain types of loans would become usurious. The 
need for making the rate of return such as to attract new capital 
readily, as needed, in the level of prices and economic conditions 
to which the war has given apparent permanency, is not heeded. 
Yesterday's 6 per cent return has no drawing power under today's 
conditions. If 6 per cent was not too high in 1900 or 1913, 
10 or 12 per cent is required now. As the Supreme Court of the 
United States said a few weeks ago : 

It is a matter of common knowledge that, owing principally to the 
world war, the costs of labor and supplies of every kind have greatly ad- 
vanced. * * * And it is equally well known that annual returns upon 
capital and enterprise the world over have materially increased, so that 
what would have been a proper rate of return for capital invested in gas 
plants and similar public utilities a few years ago, furnishes no safe 
criterion for the present or for the future. 

If our public utility enterprises are to live and render a one 

hundred per cent service to the public, then the governmental 

authority — legislative, executive and judicial — must recognize 

and enforce the utilities' right to a rate of return which will draw 

capital into this field as needed. Reasonable rates must be fixed 

by public authority, and the companies permitted and encouraged 

to earn all they can under those rates. Anything else takes away 

the incentives to good management. 

(2) A cessation of arbitrary legislative interference along 
lines of fixed, flexible rates, applied within areas or to classes of 
service uniformly without regard to conditions. 

In whatever public authority undertakes to do respecting the 
rates of railroads and other public service corporations, the con- 
cept of flexibility must go hand in hand with adequacy. Rates 
must be readily readjustable for good cause shown — upward as 
readily and courageously as downward — whenever the facts war- 
rant. There is no way of "getting something for nothing" from 
a public-service corporation, over any considerable period of time. 
The patron must pay for the service ; the investor must pay for 
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it, for the taxpayer must pay for it ; or all three must pay in part. 
Unless someone pays adequately, the service stops. If the patron 
does not pay adequately, the investor soon "takes his losses" and 
withdraws, either leaving the taxpayer or the patron to pay the 
cost or the two to divide it between them. The usual suggestion 
is that the public treasury shall in some manner furnish the capi- 
tal and assume the mounting deficits, and the usual experience has 
been that paying the deficits by taxes makes transportation cost 
more. You can commandeer new capital by taxation, whether the 
enterprise is given a fair chance or not, but if you wish voluntary 
investment of private capital the conditions must be made 
attractive. 

For many years there has been building in this country an elab- 
orate mechanism, State and Federal, for forcing railroad and pub- 
lic utility rates downward. This was in a period of declining 
costs of operation per unit of service rendered. Industry has now 
experienced for five years a period of rising costs, and those costs 
are still rising, but the mechanism which availed to force rates 
down has failed dismally, in many of the states, to raise rates flex- 
ibly so as to keep revenues adequate and the investor safe. As a 
means of keeping rates adequate and reasonable in a time of rising 
costs, the machinery of public control, for the most part, broke 
down in the emergency. It has failed to protect either the in- 
vestor or the public. This has been true of the Interstate Com- 
merce Commission and many of the State Commissions alike. Is 
it surprising that the investor has been affrighted from the field? 

The worst aspect of the problem of keeping rates adequate — 
neither too high nor too low — has proved to be the fixed legisla- 
tive rate, born of some political exigency and applied without 
regard for consequences. In many instances, the Legislature has 
left the situation such that the Commission appointed for the pur- 
pose of regulating rates as well as service, has no power to 
authorize an adequate rate, even when conditions cry out for 
increase. 

The inflexible rate, fixed by legislative act on an arbitrary basis 
and kept in force regardless of changed conditions, is the terror 
of the investor and a downright menace to good public-utility 
service. 

(3) Clarification of the bases of return upon investment, so 
as to ensure that no theoretic concepts and calculations can im- 
pair the investor's right to rates based upon the property invest- 
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ment devoted to the public service, through adherence to any 
theoretic claim that the quantum of investment in a railroad sys- 
tem or a public utility plant becomes automatically less the longer 
it serves the public, until it is finally wiped out altogether at the 
behest of some estimated "table of lives" of detached units. 

Time will not permit, and the present occasion does not war- 
rant, an extended discussion of the questions of law and applied 
economics involved in the oft-heard claim that property devoted 
to the public service should be subjected to a "theoretical depre- 
ciation" which pares and whittles away, year by year, the in- 
vestor's outlay and his right to receive a reasonable return upon 
the whole thereof. 

I may, however, express the view that the most effective factor 
in the whole campaign to intimidate the investor and drive him 
from the railroad and public-utility field, has been the insidious 
doctrine of "expiring" investment or property value. In itself 
it has been, and will remain, sufficient to deter investors from 
risking new monies in a field subject to such a confiscatory con- 
cept, until it is generally rejected. Nevertheless, the statute under 
which the valuation of railway property has been in progress has 
been construed to give sanction to this concept. 

The idea may be roughly illustrated in this way : Investors lay 
out $1,000,000 in building a railroad addition or a public utility 
plant. They expect a return of 7 per cent or 7y 2 per cent 
thereon, over and above operating expenses and the upkeep of 
the property, and rates are fixed accordingly. If, after the prop- 
erty has been in operation, such a rate has been charged, and such 
a return received, for several years, the question of the fixation of 
new rates by a regulatory commission arises, and the new rates are 
made such as to yield thereafter a return on a property invest- 
ment of only $600,000, and the quantum of investment is fixed 
accordingly, it is obvious that something has been done by the 
commission to wipe out and obliterate $400,000 of investment in 
the property, and confiscation to that extent has taken place in 
the guise of law. That this is done, in disregard of actualities, on 
a theoretical estimate that particular units in the property had a 
"life" of only ten years and that at the end of four years, four- 
tenths of that "life," and so of the property "value," had "ex- 
pired," leaving only six-tenths of "life" and "value" "unimpaired," 
does not alter the consequences to the investor. The result is a 
progressive destruction of his investment outlay, and he may be 
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pardoned for preferring a field of enterprise where no such 
scheme of minimizing his investment is in vogue. 

The bases of sound rate-making are, I think, clear, and their 
practical application needs to be defined and insisted upon. The 
rate chargeable by a railroad or utility should be adequate : 

(1) To defray all operating expenses — the cost of service. 

(2) To provide for, as a part of operating costs, the main- 
taining of the system and property in good condition, furnish 
renewals and replacements, and cover the diminution of cap- 
ital account through property withdrawn from service — thus 
keeping the property in first-class operating condition and the 
quantum of investment unimpaired. 

(3) Over and above these current costs, to yield the investor 
a reasonable rate of return upon his property investment in the 
enterprise — his unimpaired investment — so that what he put into 
the project may remain in it and his right to earn a return upon 
all of it may continue, in the absence of some ultimate liquidation. 
Until the investor gets his money back from the enterprise, in 
some form other than that of the payment to him of the annual 
return, he must be regarded as entitled to receive a return cal- 
culated upon his aggregate outlay — what he is out of pocket be- 
cause his money is in this enterprise — and no countenance can be 
given to the concept that his investment is less merely because it 
has continued to serve the public for some years. No man's in- 
vestment is progressively destroyed by his receiving from year 
to year a payment representing a return on the investment. Nor 
does its duration affect its amount adversely. The principal of 
the money he has loaned to the enterprise is not extinguished or 
pared down by perennial payments of a return thereon. The 
right to earn a return on the full quantum of the investment con- 
tinues until the investment itself is liquidated or repaid. 

Under present-day operating conditions and with the broad 
powers of the regulatory commissions over plant and equipment, 
the endeavors of the executives of a railway or public utility 
enterprise are to maintain it in 100 per cent operating condition, 
and to make repairs, replacements and renewals whenever ad- 
visable to that end. This is done as a current charge out of oper- 
ating expenses, and the plant is thus continuously renewing itself. 
Particular parts of units may wear or break ; units may become 
inadequate or obsolete ; but the plant goes on, and is kept abreast 
of operating needs, and has virtually the same, and often even 
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greater, productivity and efficiency, years after its operation began 
and years after the process of continuing renewal, repair and re- 
placement began. The integrity of the capital investment is thus 
maintained, and the plant itself is kept physically good to the 
extent practicable or economically possible. Looking at the plant 
or railway system at any given time, certain outlays would be 
found necessary to make the plant or system 100 per cent phys- 
ically good — things which would be done in the ordinary course 
of repairs and renewals, and things which it would hardly pay to 
do, because the conditions to be repaired are so casual and incon- 
sequential as not to detract from operating efficiency. The full 
investment remains in the property, however, and the investor is 
entitled to a return upon the full amount thereof until his invest- 
ment has been repaid him. 

In order to feel assured of a square deal, the investor needs to 
know, with considerable certainty, the capital sum upon which a 
return will be computed, in any rate-revision by public authority. 
He needs to know that the company will be allowed to earn a 
fair rate on the capital put in by him until such time as that capital 
is returned to him. There is no need now for uncertainty or 
indefiniteness about these bases of action. For years the railroads 
and the utilities have been subjected to accounting systems under 
which outlays are fully recorded, capital accounts are closely 
scrutinized, units and quantities and prices are known, and au- 
thentic data is available for the bases of sound and just action in 
rate matters. 

(4) A constructive and cooperative attitude respecting the 
issuance of securities for new construction and re-financing. 

To bring the investor back into the railway and public-utility 
field with full confidence, there is need for a helpful and non- 
legalistic attitude on the part of the regulative commissions, in 
proceedings for authority to issue stocks and bonds for capital 
purposes, including re-financing. For a number of years, new 
construction by railways and utilities has been held to a minimum, 
as a part of a war-time program, and it has been deemed gener- 
ally impracticable to undertake flotations of securities for any 
purpose in this field, except where maturing obligations have left 
no alternative. Needed extensions have been long deferred, and 
applications for approval of new security issues have all but dis- 
appeared from commission calendars. Perhaps as a result of this 
condition we have lost sight, for a time, of the practical conse- 
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quences of the course taken by the state authorities in acting upon 
proposed security issues. The time is at hand, however, when 
this phase of regulatory power must be squarely faced, because it 
bears vitally upon the question whether new capital can be had 
from private sources. The era of "wild-cat" and speculative 
financiering in the public-service field is far behind us; the day 
of "watered" or inflated issues of securities by railway and other 
public-utility corporations is happily past, in nearly all of the 
states. The issuance of securities by public-service companies, 
under the authority of state tribunals, during the past decade, has 
in most instances been preceded by rigorous and minute inquiry 
to see to it that bona fide capital purposes were represented and 
that an adequate amount of money or property was received by 
the companies as consideration therefor. The certification of the 
security issue by the state commission has been, as it should be, 
an assurance and protection to the investor; but instances have 
not been lacking where the attitude of the commission was so 
exacting and inflexible as to bar the way to businesslike financing 
or re-financing. The difficulty has been more often one of pro- 
cedure and of intellectual predisposition than of substance; but 
the delay, the deterrents, the tendency to do "cheese-paring," and 
the reluctance to act readily upon the obvious actualities of a busi- 
ness situation, have operated to create oftentimes an atmosphere 
which the investor prefers to keep out of when he can. 

The temper of the times in nowise suggests a return to the days 
of unregulated issuance of securities. Particularly if the commis- 
sions would fulfill their proper responsibility for the allowance of 
a fair return upon the property investment whose capitalization 
they sanction, the official scrutiny or security issues would be a 
great boon and safeguard to the bona fide investor. There is, 
however, need for reason, accommodation, common-sense regard 
for realities, and a little breadth of view, in the procedural han- 
dling of security issues by state tribunals. 

The practical needs of the situation may perhaps be pointed 
by the comment of the Illinois countryman who went to Mr. Lin- 
coln to consult him regarding marital infelicities. After listening 
to a narrative which covered some twenty years of domesticity, 
marred often by conflict, Mr. Lincoln ventured the view that the 
facts stated would hardly sustain a suit for divorce. "Good 
heavens," replied the prospective client, "I do not want a divorce; 
what I want is a little more freedom on lodge nights !" 
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(5^ A better adjustment of the relationship between company 
management and the various instrumentalities of public regula- 
tion. 

I do not believe that the investor will be disposed to supply 
again the new capital for needed facilities of transportation, light, 
heat and power, except as the relationship between the company 
management and the various officials and bodies imposing regula- 
tory requirements is brought to a basis better defined and more 
harmonious. There is need for adjustment and definition, on both 
sides ; mistakes have been made, on both sides ; but the present 
situation leaves the definite feeling that various public agencies 
have been given drastic powers over both his outlay and his earn- 
ings, and that he and his investments are too often torn to tatters 
in a conflict between the commissions and the company officers, 
over matters which he does not fully understand, beyond the point 
that public officers have been vested with a power to do him harm 
from which the best efforts of directorates and executives cannot 
altogether protect him. 

Regulation of a thorough-going character has come to stay, and 
the public interest has come to be recognized as a general partner 
in very public-utility enterprise. No mandates of a regulatory 
tribunal are required to give to the public interest a voice or a 
vote in the conduct of the affairs of the average large enterprise 
of today. Subject to the qualification that men of differing expe- 
rience may differ widely in their judgments, a real desire to serve 
the public acceptably is now the rule rather than the exception, 
and the regulatory tribunals are called upon to review and correct 
divergencies of judgment rather than perversity of purpose. 

In recognizing, however, that public control through suitable 
agencies is an essential part of any plan of public-utility operation 
through private enterprise, and that cooperation must be had 
between company and commission, there is need also for recog- 
nition of the delicate and drastic power reposed in the public 
agency. Power to fix the price charged for the company's product 
and power to impose requirements which add to the cost of pro- 
ducing the service rendered, involves a far-reaching control, not 
only over the investor's earnings from the capital he is devoting 
to the public service, but even over the security and permanency 
of the investment itself. In ways that attempted enforcement of 
the constitutional guarantees may not be able to forestall, regula- 
tion may inflict a virtual confiscation. So the investor may be 
pardoned if he is predisposed to be wary about putting more of 
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his money into enterprises so drastically supervised, at a time 
when there is such a demand for money in industries subject to 
no such control over selling-price, security issues, and the prop- 
erty investment itself. 

Thus there is plainly a need that the commissions shall be made 
up of men of the broadest experience and open-mindedness of 
view, and that they shall be assured tenure, salaries, rank, and 
status of aloofness from political and financial entanglements, so 
that their position and qualifications may correspond to those of 
judges of the highest courts of the state. Furthermore, there is 
need for a simplification and concentration of supervisory powers. 
Far too many public officials and bodies are vested with power to 
affect adversely the earnings and properties of railroads and other 
utilities. From a score of uncoordinated public instrumentalities 
come a multitude of directions, adding to the complexity and cost 
of doing business, and subtracting from the revenues. "Too many 
cooks" spoil the investment; there is need for a more unified 
regulation. 

For example, if the government requires a utility to pay taxes 
on a given quantum of property investment, it should readily, and 
at all hazards, secure to the company's investors rates permitting 
an adequate return on at least that quantum of property. Often- 
times the value fixed for tax purposes may fall far below the total 
property investment on which the company has a right to earn a 
return, but the spectacle should be ended of one set of govern- 
mental officers trying to establish the highest possible value for 
the company's property as that on which the company should pay 
taxes, and another set of officials trying to prove that the same 
property has little or no value at all in a rate proceeding, and both 
sets of officials, and several others, trying to prevent the company 
from earning anything at all on either the highest or the lowest 
value claimed by any of the public authorities. 

Again, if the government subjects the finances and operations 
of a public-service company to a constant and inquisitorial super- 
vision and analysis, in the form of a uniform system of accounts 
and closely scrutinized reports rendered under penalty, the operat- 
ing data thus brought together under public scrutiny ought to be 
recognized as the available basis for official action in favor of, 
as readily as against, the company, and those who have required 
the company to spend much time and money in complying with 
these regulatory requirements ought not to be permitted to deny 
the company the benefits of such compliance in good faith. 
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